
Gross research and development costs , , •
.Less:

Royalty-bearing grants (the Office ofthe Chief Scientis~ BIRD
and USISTF) c .

Non-royalty-bearing grants (the Consortia and the European
Commission) .

Acqui~ n:seam. and development costs .
Research and development COSlS-net .

Yean Ended
DetemberJI,

190n ...lliL ..!ill-.
(dollar, In tII01llIDd.)

SIO,61S SIS,8IS S27,IS9

(464) (997) (1,340)

(2.0301 (2,0381 ll.Qlli
WQQ

~ mlli $24.79 [

Manufacturing and Operations

Our products are primarily designed, assembled, manufactured and tested at our facility in Pet'lh
Tikva, Israel, except for thelSAT frame relay systems and the SkyWay Series oftransceivers, which are
designed, assembled, manufactured and tested at Gilat Florida's facilities in West Melbourne, Florida.

We have network operations centers at McLean, Virginia; Marietta, Georgia; Backnang, Gennony
and Argentina and shared hub facilities in Chicago, Illinois; Backnang, Germany; Argentina and the Czech
Republic, from which we perform network services and customer support functions 24 hours. day. 7 days
a week, 365 days a year. The network operations centers allow us to perform diagnostic procedures on
customer networks and to reconfigure networks to alter data speeds, change frequencies and provide
additional bandwidth.

Our current manufacturing facilities have sufficient capaCity to handle current demand. To
provide capacity for continued growth we completed by the end of 1997 the second phase of our new
facility in Israel, as well as the expansion ofthe Florida facilities. We have begun a third BIld fourth phase
of construction to add approximately 93,000 square feet and 79,000 square feet, respectively; the third
phase was completed in 1999 and the fourth phase is expected to be completed by the end cfthe first
quarter of200!. We will have additional manufacturing capacity as a result ofsuch expanded facilities,
However, we cannot assure that the expected construction schedule wm be met. See "Item 2: Description
ofProperty". We also work with third party vendors for the development and manufacture of components
integrated into our products, as weH as for assembly of components for our product.

We have implementad a multifaceted strategy focused on meeting eustomer demand for OUr
products and reducing production costs, in light of the increasing worldwide demand for semiconductor
components. OUl' operations gFOup together with our research and development ilI'0up are working with
OUt vendors and subcontractors to incre..e development and production efficiency in order to oblein higher
component quantities at reduced prices. We are also increasing our internal manufacturing capabilities and
enlarging our testing capacity by acquiring additional testing equipment Finally, we have taken measures
.to protect against component suppJ~nterruptlons. The..measures include Obtaining second and third
sources of supply of components,' thereby reducing dependence on single sources of supply; providing
longer requirements forecasts to our subcontractors, suppliers, and. vendors; purchasing raw materials for
component manufacture for our illbcontractors; and .touring and developing Israeli-based sources of
supply. .
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Patents and Intellectual Property

We currently rely on a combination of patent, trade secret, copyright and trademark law,together
. with non-disclosure agreements and technical measures. to establish and protect propriewy rights in our
products. W. hold a United Slates patent for a commercial satellite communication system that allows
random access to aUn1ted frequency segments on satellites. The patented system aUows our customers to
utilize lower cost networks, wbile maintaining sufficient throughput and response times. Through Gilat
Florlda, we also bold a United States patent for the ISAT frame relay system. In addition, we also hold
several patents relating 10 spread spectrum.

We believe that our patents are important to our business. We also believe, however, that the
improvement ofexisting products, reliance upontrade Secre18 and unpatented proprietary know-how as
well as the development ofnew products are generally as important as patent protection in establishing and
maintaining a competitive advantage. We. beUevc that the value. of our products is dependent UptlR OUT

proprietary software and hardware remaining "trade secrets" or subje<:t 10 copyright protection. Generally,
we enter into non..dlsclosurc and invention assignment agreements with our employees and sulx:ontractors.
However, we cannot assure that our proprietary technology will remain a trade .ecret, or that others will
not develop a similar technology or llSC such technology in products compatitive with ittose offered by us.

On May 8, 2000, Gilat Satellite Networks Ltd. and Spacenet Inc. were named as defendants in an
action filed in the United States District Court for the District of Maryland. Plaintiff Hughes Electronics
Corporation alleges the infringement of four patents, and seeks to enjoin further alleged infringement (See
"Item 3: l.itigation". We intend to vigorously defend against these claims. We do not believe we are
infringing the patents.

In addition, from timo to time, we may be notified ofclaims that we may be infringing patents,
copyrights, or other intellectual pmperty rights .owried by thkd parties. While we do not believe we are
currently infrlngJng any Intellectual property rights of third parties. we cannot assure that other companies
will no~ in tbe furure, pursue claims against us with respect to the alleged infringement ofpatents,
copyrights or other intellectual property rights-owned by third parties. In addition, litigation may be
neccssary to pmtect our intellectual property rights and trade secrets, to delennine the validity of and scope
of the propriety rights of others or to defend against third-party claims of invalidity. Any litigation could
result in substantial costs and diversion of resources and could have a material adverse effect on GUat's
business, financial condition and operating results.

We cannot assure that additional infrIngement. invalidity, right to use or ownership claims by
third parties or claims for indemnification resulting from infringement claims will not be asserted in the
future. Ifany claims or actions are asserted against us, we may seek to obtain a license under a third party's
intellectual property rights. We cannot assure, however, that a license will be available under term, that are
acceptable to us, ifat all. The failure 10 obtain a license under a patent or intellectual property right from a
third party for technology used by us could cause us to incur substantlalliabilitie. end to suspend the
manufacture of the product covered by the patent or intellectual property right In addition, we may be
requlrcd to redesign OUI products. to elimina.te infringement ifa license is nat available. Such redesign, if
possible, could result in substantial delays in marketing ofproducts and In significant costs. In addition,
should we decide to Jiligate such claims, such litigation could be extremely expensive and time consuming
and could materially adversely affect our business, financial condition and operating results, regardless of
the outcome of the litigation.

Government Regulation

Regulatory Overview, The intemational telecommunications environment is highly regulated.
As a provider of communications services in the United States, we are subject to the regulatory authority of
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the United States, primarily the Federal Communications Commission (the "FCC"). We are also subject to
regulation by the national communications authorities of other countries in which we provide service. Each
of these entities can potentially impose operational restrictions on us. The cllanging poHcie.s and
regulations ofthe United States and other countries will continue to affectlhe iat«nltional
telecommunications industry. W. CllIIJlot predict the impact that these changes will have on our business or
whether the general deregulatory trend in recent yean will eontinue. We believe that eontinued
deregulation would be beneficial to us, but also could reduce the limitations facing many of our existing
competitors and potential new competitors.

We are required to obtain approvals from numerous national and local authorities;n the ordinary
course of our business in connection witb mOst arrangements for the provision of services. The necessary
approvals generally bave not been diffLcult for us to obtain in a timely manner. However, the failure to
obtain particular approvals has delayed, and in th~ future may delay our provision of services. Moreover, it
is possible that any approval. that may be granted may be subject to materially adverse condition•.

Uolted Slates Regulation. All entities that use radio frequencies to provide conununications
services in the United States are subject to the jurisdiction ofthe FCC under the Communications Act of
1934, as amended (the "Communications Act"). The Communications Act prohibits the operation of
satellite earth station facilities and VSAT systems such as those operated by us except itnder IIcen,es issued
by the FCC. Major changes in earth stat.ion or VSAT operations require modifications to the FCC licenses,
whicb must also be approved by the FCC. The licenses we bold are granted for ten year terttlJl. The FCC
generally renews satellite earth station and VSAT licenses routinely, but we cannot assure that our licenses
wiIJ be renewed at their expiration dates or that such renewals will be for full terms. [n addition, certain
aspects of our business may be SUbject to state and local regulation including, for example, local zoning
laws affeeting the installation of satellite antennas.

InternaUoDs) ReguJstion. We must comply with the applicable laws and obtain the approval of
the regulatory authority of eaeh country in wbich we propose to provide network services or operate
VSATs. The laws and regulatory requirements regulating access to satellite systems vary from country to
country. Some countries have substantially deregulated satellite communications, white other countries
maintain strict monopoly regimes.. The application procedure CBn be time-eonsuming and costly, and the
terms of iicenses vary for different countries. In addition, in some countries there may be restriction. on
our ability to interconnect with the locaI switched telephone network.

Employees

As of May 1,2000, we had approximately 1191 fUll-time employees, including 199 employees in
administration and finance, ISO employees in marketing and sales, 281 employees in engineering, research
and development and 560 employ... in manufacturing, operations and technical support. Of the..
employees, 494 employees were based in our facilities in Israel, 587 were employed in the United Stales,
78 in Europe, and 32 in Asia, the Far East, and other parts of the world..

We also utilize temporary employee,. as necessary, to supplement our manufacturing and other
capabilities. We believe that our relations with our employee, are satisfaetory.

We and our employees are not parties to any collective bargllining agreements. However, eertain
provisions ofthe collective bargainiJllagreements between the Histadrut (General Fedemien of Labor in
Israel) ("Histadrut") and the Coordination Bureau ofEconomic Organization. (including the
Manufacturers' Association ofIsrael) are applicable to Israeli employees by order (the "Extension Order")
oCthe Israell Ministry ofLabor and Welfare. These provisions principally concern the length ofthe work
day and the work week, minimum wages for workers, contributions to a pension fund, insurance for work­
related accidants, procedure, for dismissing employe.., determination of severance pay and other
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conditions ofemployme.nt. Furthermore, pursuant to such provisions, the wages of most of our employees
are automatically adjusted based on changes in tile Israeli CPJ. The amount and frequency of these
adjustments are modified from time to time.

Israeli law generally requires severance pay upon the retirement or death ofan employee or
tennination of employment without due cause. Our ongoing severance obligations are partially funded by
making monthly payments to approved severance funds or Insurance pollcles, wfth the remainder accrued
as a long-term liability in our fmancfal statements. See note 7 to Notes to the Consolidated Financial
Statements. In addition,lsraeli employees and employers are required to pay specified sums 10 the
National Insurance inStitute, is similar to the U.S. Social Security Administration. Since January I, 1995,
such amounts also include payments for national health insurance. The payments 10 the National Insurance
Institute are approximately 14.6% of wages (up 10 a specified amount), ofwhich the employee contribu1es
approximately 66% and the employer contributes approximately 34%..The majority of our pennanent .
employees are covered by life and pension insurance policies providing customary benefits to employees,
including reti!e.menl and severance benefl1S. For Israeli employees, we eontribute 13.33% to 15.83%
(depending on the employee) of base wages to such plans and the permanentemploy~ contribute So/, of
·basc wages.

Conditions In Israel

We are incorporated under the laws of, and our offices and manufacturing facilities are located in,
the State oflsrae!. Accordingly, we arc directly affected by politicll1, economic and military conditions in
Israel. Our operations would be materially adversely affected if major hostilities involving Israel should
occur Or if trade between Israel and its present trading partners should be curtailed.

Politioal and Economic Conditions

Since the establishment ofthe State oflsrael in 1948, a nwnber of armed conflicts have taken
place between Israel and its Arab neighbors and a state ofhostility, varying from time to time in intensity
and degree, has led to security and economic problems for Israel. However, a peace agreement between
Israel and Egypt wss signed in 1979, a peace agreement between Israel and Jordan was signed in 1994 and,
since 1993, several agreements between Israel and Palestinian reptesentatives have been signed. In
addition, Israel and several othet' Arab States have announced their intentionto esteblish trade and other
relations and are discussing certain projects. As ofthe date hereof, Israel has not entered into any peace
agreement with Syria or Lebanon, although Israel recently withdrew all of its forces from South Lebanon.
There is substantial uncertainty about how the "peace process" will develop or what effect it may have
upon U!.

Despite the progress towards peace between Israel, its Arab neighbors and the Palestinians, certain
countries, companies ano organizations continue to participate in a boycott oflsraeli fIl'IIls. We do not
believe that the boycot! h.. had a material adverse effect on us, but there can be no assurance that
restrictive laws, pelicies or practices directed towards Israel or Israeli businesses will not have an adverse
impact on the e.pan.ion ofour business. .

As discussed below (see I.l]tem 9: Management's Discussion and Analysis of Financial Condition
and Results ofOpuTations-lmpact onnflation and CtJrrency Fluctuations"), the costs of our operations in
Israel are generally incurred in Nls.-ff the-inflation' rate in Israel-exceeds the rate ofdevaluation- ofthe NiS" -_. ... . - .-- - -­
against the dollar in any period,the costs of Our Israeli operations, as measured in dollars, could·incre~e.
lsrael's economy has, at various times in the pas~ experienced high rates of inflation.
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Trade Agreemenb

Israel is a member of the United Nations, the lntemational Monetary Fund, the International Bank
for Reconstruction and Development and the Internallonal Finance Corporation. Israel is a member of the
World Trade Orgonization and is a.signatory of lb. General Agreement on Trade in Services and to the
Agreement on Basic Teiecommunications Services. In addition, Israel has been granted praference, under
the Generalized System of Preferences from the United States, Australia, Canada and Japan. These
preferences allow Jsrael to export the produces covered by such programs either <My-free or at reduced
tariffs.

Israel and the European Union concluded a Free Trade Agreement in July 1975 that confan
certain advantages with respect to Israeli exports to most European countries and obligates Israel to lower
its tariffs with respect to imports from these countries over a number of years. In Iune 2000, Israel was
admilted as an Associate Member of the European Union. In 1985, Israel and lbe United States entered into
an agreemenlto establish a Frae Trade Area ("FTA"). The FTA has eliminated all tariffand certain non·
tariff barriers on most trade between the two countries. On January I, 1993, Israel and the European Free
Trade Association Ct EFTA t ') entered into an agreement establishing a frce..tnlde zone between Israel and
tho EFTA notions. In recent years, Israel has established commercial and trade relations wilb a nUmber of
other nations, including Russia, the People" Republic ofChina and nations in Eastern Europe.

Risk Factors; Forward-Looking Statements

The following factor" in addition to other Information contained in this annual raport on Form
20-F should be considered carefully.

This annual report on Ponn 20-F includes certain statements that are intended to be, and ora
hereby identified as, dforward looking statements" for the purposes ~fthe safe ha.rboT provisions of the

. Private Seourjti., Litigation Refonn Act ofl99S. We have based these forward,looking statements. on. our
current expectations and projections about futur~ events. These forward-looking statements ar~ subject to
risks, uncertainties, and assumptions about Gilat, including, among other things:

our anticipated growth strategies

our intention to introduce new products

anticipated trends in our business, including trends in the market for communication
network pi-oducts and services

future expenditures for czpital projec.ts

our ability to continue to control co,ts and maintain quality

Thes. statements may be found in Item I: "Description of Business" and Item 9: "Management's
Discussion and Analysis of Financial Condition and Results afOperations,"and in this annual raport on
Form 20-F generally. Our actual results could differ materially from those anticipated in these forward­
looking statements as a result of various factors, including all the risks discussed in "Risk Factors" and

.elsewhere in this annual report o~ P.9"" 20-F.

We undertake no obligation to publicly update or ravise any forward-looking statements, whether
as a result of new information, future events or otherwise. ]n light ofthcse risks, uncertainties, and
assumptions, the forward-looking ev~nts discussed in this annual report on Fonn 20·F might not occur.
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Ability to manage our rapid growth aDd expansion

We have grown significantly in the last few ye..... and expect to continue to grow rapidly. This
growth is likely to pl""e a significant strain on our ....ourc.. and systems, as we expand our manufacturing,
t..ting, quality control, delivery and service operations. In particular, weare in the process of
implementing a new management information system to assist in managi~g our anticipated growth.

We cannot assure that We will be able to meeiaU our product delivery and service commitments,
or that we will be able to implement successfuny the new management infonnation system. Inability to
manage our growth effectively will expose us to potential loss of c:ustomers, contractual penalties. damage
to reputation and various costs and expensa. This could have a material adverse effect on our business, .
financial condition Dnd operating results.

Dependen.. on a limited number of large sal.. and limited Dumber of products

A significant portion of our sales are derived from Jarge.scaJe contracts with major customers.
GeneraUy, we are selected as suppliers of the.. customers in abid process. The number ofmajor bids for
VSAT·based netwotks in any given yeads limited and the competition is inJ..... Our losing areladvely
small number ofbids could have a significant adverse impact on our operating results. In addition, the
USPS contract docs not require the USPS to purchase any specific number of VSATs by any specific date.
See "Item 1: Decription of Business-Customers-USPS Transaction."

In addition, in recent years we have derived the largest portion ofsingle product sales from the
sale ofour SkyStar Advantage prodUCt. Any change in the market acceptance of this product, or of other
key products such as our telephony products, could have a material adverse effect on our business.

Need to devl:lop, introduce and marke.t new products and seolees

Our market is characterized by rapid technological changes, frequent new product announcements
and evolVing industry standards. SignificlLl\t technological ohanges could render our existing products and
tecllnology obsolete. To be successful. we must anticipate changes in technology and industry standards
and continuously develop and introduce new products and services as well as enhancements to existing
products and services. Jf we are u'nable to address the needs of our cus10mers successfully ~d to respond
to technological advances on a cost-effective and timely basis. or if new products are·not accepted by the
market, then our business, financial condition and operating results could be adversely affected.

Backlog of orders may not be fined and contracts may not be renewed

At present. we have a substantial backlog of orders. consisting ofnetwork service contracts,
generally for three to five years, and ofnew orders for products and services. See "[tern 1: Marketing,
Distribution and Strategic AlIi,onces - Backlog", We may be unable to fill all the bocklog or to fully
recognize the revenues expected from this backlog for any ofthe following reasons:

• Existing service contracts can be tennil.1atcd due to customers' dissatisfaction with
the service we provide

• Existing contracts may be terminated because of our inability to timely provide and
instaU addition.1 products or requested new eppllcations

/.

The loss ofexisting contracts and a decrease in the number ofrenewals oforders or of new hu·ge
orders. would ha.ve a material adverse effect on our b'l15iness, f'mam;ial condition and operati~ results. In
addition. aportion of our service contract! are short·term with expiration or cancellation upon 90 days'
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notice or less. If a substantial number ofour service customers choose to cancel or not to renew their
contracts, our business could be adversely affected.

Potential delays in the supply or Increase in price olcomponellts required to build our VSATs

Several ofthe components required to build our VSATs are manufactured by a limited number of
suppliers. In lbe past we have not experienced any difficulties wilb our suppliers. However, we can not
assure tile continuous. av.ailability of key components or our ability to fOrecast our component requirernen~ _
sufficiently in advance. Any interruption in supply would cause delays in manufacturing and shipping
products. Those delays and the cost of developing alternative sources of supply could have a material
adverse effe<:! on our business, financial condition and operating results.

Our research and development and operations groups are working with our vendors and
subcontractors to obtain components for our products in higher qllllll1itiea at reduced prices to enable us to
lower the overall price ofour products. [fwe are unable to obtain lbe necessary volumes on time, or at
optimally low prices, sales ofour products may be lowor than expected which could have a material
adverse effect on our business, financiaJ condition and operating results.

0--- Dependence 00 avaUability of satellite (ransponder .pace

Our VSAT-based service, depend on satemtetransponder space purchased from third-pany
suppliers. For ne1Work, in the United States, we primarily use satellite capacity aequired from GE
Americom. We also use capacity on several regional satellites in Western and Eastern Europe~ Latin
America, India and other area. ofAsia. In connection with our acquisition of Spacenet, we entered inlo a
series ofagreements with GE Americom. These· agreements provide protected services for customer

.network, on tran,pondors on three salellile, currently operated by GE Americom and on one satellite to be
constructed, operated and launched by GE Americom, as well as certain precmptible services for in~house

use on an additional satellite operated by GE Ammcom. See '"Item 1: Description of BU5iness~Satellite
Capacity" and Item 13: "Ineere't of Management in certain Transactions-The Satellite Tran'pondcr
Agreements. n We cannot assure that this transponder capacity will be sufficient to meet our growing
needs, or that we will be able to obtain additional transponder space at competitive price, from GE
Americom or from other suppliers should we need to do so. In addition, our transponder service contracts
generally do not provide for allernative services in the event of salellite failure, and we do not maintain
insurance against such failures.' Therefore, ifa satellite becomes inoperable. and alternative services are not
available, our re"enues would be adversely affected.

Potential competition wIth existing customers

As service providers, we compete'with certain existing customers for our products who provide
VSAT-related services 10 end-users. The.. cu,tomers co~ld consequently sever their business reiationship,
with us or, alternatively, we may elect to refrain from selling additional products to them. The Joss of those
cU'lomers, some ofwhom may be significanl, could have a material.dverse effect on our business,
financial condition and operating results.

Competition In the network communication. Industry

Gilat operares in a highly competitive indu,try of network communications. Many of our
competitors have substantially grealM financial resources. providing them with greater research and
development and marketing capabilities. These cDmpetitors are also ffiore experienced in obtaining
regulatory approvals for their products and services and in marketing them. Our relative position may place
us at a disadvantage in responding to our competitors' pricing strategies, technological advances and other
initiatives.
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" .
Gilat's principal competitor in the supply ofVSAT networks is Hughes Network System,

("Hughes"), which offers a fuji line ofVSATproducts and service,. Hughes obtains satellite capacity on
the satellite system operated by its affiliates Hughes Galaxy and PanAmSat.

The following tabJeli'ts additional compelirors orGlla1:

Competitor
NEC Corpo,..tion
Comstream Corp.
ViaSat Inc.
Titan Infonoatlon Systems Corp.
STM Wireless, Inc.
ACT Networks, Inc.
Globa Comm Systems Inc.
Engineering Technical Services lnc.

Aru of CClmoetJdon

FaraWay VSAT system
FaraWay VSAT system
FataWay VSAT system
DialAway VSAT system
DialAway VSAT system
ISAT Frame relay system
ISAT Frame relay system
ISAT Frame relay system

In addition, Gilat competes with various companies that offer communication.networl< systems
based on other non-satellite"teehnologies such as terrestrial lines (including cable, DSL, fixad wireless,
ISDN \ines and fiber optics), frame relay, radio and mietowave transmissions. These technologie. can
often be cheaper than VSAT technology while still providing a sufficient variety ofthe features required by
customers. Competitors of this type include major established carriers such as AT&T, Mel Worldcom,
Sprint, British Telecom, Deutsche Telekorn, France Telecom, global consortia of PTTs and others.

Dependence on proprietary VSAT technology

Proprietary rights are important to our SUccess and our competitive position. We establish and
protect the proprietary rigbts and technology used in our produ"" by the use of parents, trade secrets,
copyrights and trademarks. We also utilize non~disclo.sure and invention assignment a.greements.

"Our actions to protect our proprietary rights may be insufficient to prevent others from developing
similar products to ours. In addition, the laws of many foreign countries do not protect our intellectual
property rights to tbe same extentas"thelaws of-the United States.

Depende.nc~ on ou.r key management and tee-hnieat personnel

We believe that our success depends on the continued employment of the following senior
management team:

Mutt

Yoel Gat
Arniram Levinberg
Yoav Leiboviteh

PO!Ulon
Chairman and Chief Executive Officer
President and Chief Operating Officer
Vice Presiden~ Finance and Administrlltion and CblefFinancial
Officer

EmDloyment Agreement

Year-to--year
Y..,-to-yea,
Year-to-year

If any of our key personnel is unable or unwilling to continue in his present position, our bUSiness,
financial condition and operating results could be materially adversely affected.

Competition for personnel,..jlM1[cularly for employees with technical expertise,!s Intense. Our
business, financial condition and "operating results will be materially adversely affected if we cannot bire
and retain suitable personnel.
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Dependence on a single facility makes us susceptible to it, eon

Most of our manufacturing capacity, our principal offices and principal research and development
facilities are concentrated in a single location in Israel.

Fire, natural disaster or any other cause of malerial disruption in our operation in this location
could have a material adverse effect on our businass, financial conditIon and operating results. In addition,
the parlicular risks relating to our location in Israel are described below.

Risks relating to our international sal.. and operation.

We sell end distribute our products and also provide our services internationally, particularly in
the United States, Europe and Latin America. A component ofour straiegy is to conlinue to expand into
new international markets, such as China and South America. Our operations can be limited or disrupted
by various ractors Icnown to affect international trade. These factors include the following:

imposition ofgovernmental controls and regulations

ex.port Uee.nse requirements

• political instability

trade restrictions and changes in tariffs

difficulties in statrmg and managing foreign operations

longer payment cycles and difficulties in collecting accounts receivable

seasonal reductions in business activities

Difficulties in obtaining regulatory approvals Cor our telecommunication services

Our telecommunication services require licenses and approvals by the FCC in the United States.
and by regulatory bodies In olher countries. The approval process can olleo rake substantial time and
require substantial resources, and any approvals that may be granted may be subject to materially adverse
conditions. In addition, even after oblaining the required approvals the regulating agencies may, at any
time, impose additional requirements. We can not assure OUf abilU:y to comply with any new requirements
on a timely or economic basis.

Llmlllltlon on production outside oflsrae! and on transfer of technology

Because SOme of our products were developed with Israeli govemmental fmancial support, we
cannol manufacture them or transfer the technology embodied in them outside ofIsrael without
governmental approval. Those approvals, ifgranted, may be conditioned, among other things, upon
significantly higher royaley payments 10 the Israeli government. see "Item 7: Taxation,"

Fluctuations in operatin& results and volatility or ,hare price
.---.

Our operating results may vary significantly from quarter to quarter. Historically, we have
recognized a greater proportion of our revenues in thel,st quarter of each year, The causes of fluctuations
include, among olher things:

• the timing, size and composition ofordu. from ·customers
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• our timing of introducing new products and product enhancements and the level of
their market acceplanto

• the mix of products and services we otrer

• the changes in the competitive environment in which we operate

The market prlto ofour ordinary shares has been subject to volatilIty and could be subject to wede
fluctuations in response to numerous factors, many ofwhich ore beyond our control. These factors include
the following:

• actual fluctuations or anticipated variations in our operating results

• announcements of technological innovations

• customer orders or new products or contracts

• .competitors' positions in the market

• changes in financial estimates by securities analysts

• conditions and trends in the VSAT and other technology industries

• our earnings releases and the earning releases oCour competitors

• the general state of the securities markets (with particular emphasis on the
technology and [sraeli sectors thereof)

In addition, the stock market in general, and the market for technology companies in particular,
has been highly volatile. [nvestors may not be able to rescII their shares following periods of volatility. The
trading prices of many technology~related companies' stocb have recently reached historical htghs and
have reflected relative valuations substantially above historical \evels. These trading prites may not be
sustained.

The Hughes litigation and the potential for furtber litigation due to lntellectnal property
infringements

On May g, 2000, GUat Satellite Networks Ltd. and Spatonet Inc. were named as defendants in an
action filed in the United States District Court for the DiStrict of Maryland. Plaintiff Hughes Electronics
Corporation (the parent ofHughe. Network Systems), alleges the infringement of four patents, and seeks to
enjoin further alleged infringement. We do not believe we are infringing the patents. Howev",", the
litigation may continue for an extended period and, regardless of the outcome ofthe litigation, may require
the expenditure of significant sums for legal rees, experts, and other related costs, and may materially
adversely affect our bu.iness, financial condition and operating results. [fthe plaintiff is successful, we
might be required to pay license rees for using the patented technology. We cannot assure, however, that a
license will be available under t~that are acceptable to us, if at all. The failure to obtain. license could
cause us to incur substantial liabilities and to suspend the manufilcture ofthe products that utiliu the
patented technology. In addition, we may be required to redesign our products so as not to use the
patented technology. Such redesign, ifpossible, could result in substantial delays in marketing our
products, as well as significant costs.· We Intend to vigorously defend against these claims.

~. ..
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[n addition, wa may, from timato time, be notified of other claims that we may be infringing
patents, copyrights, or other intellectual property rights owned by third parties, While we do not belieye we
are currently infringing any inlelleotualpropeny rights of third parties. we cannot assure that other
companies will no~ in the future, pursue claims against us witll respect to the .neged infringement of
patents, copyrights or other intellectual property rights owned by third parties, In addition, litigation may
be necessary to protect our inteUeetualproperty rights and trade secrets, to determine the validity ofand
scope ofthe propriety rights ofothers or to defend against third-party claims of invalidity. Any litiiation
could result in substantial costs and diversion of resources and could have a material adverse effect on
.Gilar. bu,ine",.financiolcondition and operating.results. .. ... _ .. , ...

Potential prodnclllahility claims

We may be subject to legal claim, relating to the products we ,eU or the ,ervice, we provide. Our
agreements with our bu,iness customers generally contain provi,ion, designed to limit our expo,ure to
potentia' product liability claims. We al,o maintain a product liability insurance policy. Our in,urance may
not cover aU relevant claims or may not provide sufficient coverage. To date, we have not experienced any
material product liability claim,. Our business, financial condition and opcnting results could be materially
adversely affected ifcosts re,ulting from future clalms are not covered by our Insurance or exceed our
coverage.

Conce.ntration or control over CHat

GE Americom beneficially owns approximately I&.7% ofour outstanding ordinary ,hares as of
June IS, 2000. GE Americom and ,everal other principal ,hareholders, who beneficially own (including
option, exerci,able within 60 days) an additional approximately 9,49% ofour ordinary ,hares, have
entered into a shareholders' agreement. As a result of this agreemen~ a group of our principaJ shareholders,
collectively owning only about 28. I7% oC our outstanding ordinary ,hare,. i, able ro exerci,e effective
control over most of our business. For a review ofthe shareholders' agreement inclUding certain exceptions
to the above. ,ee "Item 13: Inter..t of Management in Certain Transactions-The Shareholders'
Agreement," In addition, Israeli law requires a minimum 75% oClbe shareholders to approve certain
significant corporate changes, including merger and consQlidation. Consequently, subject to the tenus of
tbe SbarehoJder,' Agreement, GE Americom could block approYal of ,uch re,olutions.

No Intention 10 pay dividends

We have never paid cash dividend, on our ordinary share, and do not anticipate paying any cash
dividends in the foreseeable future. We in1end to retain any earnings for use in our business. tn addition,
the term, of some of our financing arrangements restrict us from paying dividends to our shareholders.

Oolf ,totk ,plit may result iii a decr'.sed company capitalizaflon

In February 2000, we announced ou, intention to split our 'tock.. The share ,plit is subject to the
approval of the ,hareholden at the next annual meeting and we cannot assure tltat ,uch approval will be
given.

Upon the effective dille of our stock ,plit, we may experience a: decrease in lbe ,hare price of Our
ordinary 'hare,. Thi, decre.se in share price may be temporary although we cannot as.ure tltatthe price
per Ordinary Share will return to pre-split price levels.

,/

AvallabDity ofl,neU G,cvernment benemalo our company

Under ,he Israeli Law for Encouragement of Capital Investments, 1959, facilities that meet certain
condition, can apply for an ..Approved Enterprise" status. Thi, ,tatus confers certain benefits including
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ta~ benefits. All ofour exi.tlng facilitie. have been de.ignated as "Approved Entel]lri.es." Our historical
operating results rellect .ubstantial tax benefits which amount to approximately $3,872,000, $0, and
$10,524,000 for 1997, 1999 Illd 1999, RSpeClively.

In addition, under the Law for Encouragement ofResearch and Development, 1984, we have
received research and d.velopment grants from the Office of lhe Chi.fSci.ntist of the Ministry of Trade
and Industry oflbe State ofl.ra.1 (the "Office ofth. Chl.fScientist"). Thes. grants are repayable from
royalties on sales of products d.veloped with th... grants. Under the t.nns of the grants, w. are required to
manufaeture these products In th. Stat. oflsra.1 unless we receive a permit from the Office ofthe Chief
Scientist to manufacture abroad. Ifw. receive a permit to manufactur. abroad, w. may be required to pay a
high.r royalty rate on .al.. ofth.s. produCts, and we may also be required to repay a gr.ater ov.rall
amount. In addition, we have received grants from research consortia that are partly funded by the Office
ofth. Chi.f Scientist. The consortia grants do not require the payment ofroyalties.

During 1997, 1998, and 1999 we accrued $2,494,00, $2,910,000 and $2,300,000, respectiv.ly in
royalty-bearing and non-royalty-bearing gOUlts from the Office ofth. Chi.f Scientist.

The Governmeni of r.rael has indicated its intention to r.eXll!l1ine its polici.. 1n these ar.as. The
Israeli Government has al.o shortened the period ofthe tax .xemption epplicable to "Approved

_Enterprises.' '. from four yea", to two years. This.change .only applies to our I..t four. ~~Approved.
Enterpri..... and to any future" Approved Enterprise," if any.. See "Item 1: Description of Business-
Research and Development; Third-Party Funding." . .

With respect to repayment of grants from the Office ofthe ChiefScientist, in 1997, the :=>
Government increased the annual Tate ofroyalti.. from between 2% to 3% of as.ociated product.ales to
between 3% and 5% of associated product sales (including .ervice and other related revenues). Israeli
authorities have also Indicated lhat the grant program may be further reduced in the future. ._

We cannot be .ure that these and other governmental programs and tax benefits will be continued
in the future at their current levels or at all. Recently, a committee eppointed by the l.raeJ Finance Minister
recommended reducing certain tax benefits. The tennination or reductton ofthe benefits available to us
would significantly increase our costs and could have a material adverse effect on our business~ financial
condition and operation results. See I(ltem 1: Taxation."

In addition, in order to maintain our eligibility for the grants and tax benefits we receive, we mu.t
continue to meet certain conditions, including making certain investments in fIXed assets and operations. If
we fail to mect such conditions in the future, w. could be required to refund tax benefits already received,
w~h interest and linkage differences to the Israeli Consumer Price Index (the "rsraeli CPI").

Impact of Innation and foreign curreney "uctnatloD•.

. Our lntemotional sales expose us to "nctuations in foreign currencies. Substantially all of ~ur
sales are denOminated in US dollars. Conver.ely. a .ignificant portion of our .xpen.... mainly salaries, i.
incurred in NIS and is link.d to the Israeli CPr. When the Israeli inllation rate exceeds the rate ofthe NIS
devaluation against the foreign currencies, then our NlS expenses increase to the extent cfUte difference
between the rates. A significant disparity ofthis kind may have a material adverse effect on our operating
re.ults.

./

-Risks ..latiDllo ,,", location.hilsra.l

We are incorpol1lfed under the laws of the State of Israel, where we a1.0 maintain our
headquarters and most ofour manufacturing facilities. Political, economic and military conditions in Israel
directly inn..ence u•. Since the e.tablishment ofthe Stale oflsrael in 1948, Israel and its Arab neighbors
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havc engaged in a number of armed conflicts. A state of hostility, varying in degree and intensity, has led
to security and «onomic problems for Israel. Despite the progress towards peace between Israel and its
Arab neighbors and thc Palestinians, major llostilities may rcvive. Such'hostilities may hinder Israel'.
intemationalvade and lead to economic downturn. This, in tum, could have II material adverse effect on
our """rations and business.

Gencrally, male adult citizens and permanent residents oflsrael under the age of 51 are obligated
to perform 14to 31 days of military reserve duty annually; depending on lbeir age. Additionally, all,uch
residents are subject to being called to active duty at any time under emergency circumstances. The filII
impact on our workforce or business ifsome ofour officers and employees are called upon to perform
military service is difficult to predict. See "Conditions in Israel."

Uncertainly ofenfDrceablUty of civil liabilities agalest foreign persons

Our directors and officers and thelmeli experts named in this annual report on Form 2Q-F reside
out,ide the United States. Service of precess upon them may be diffieultto effect within the Uni~ States.
Furthermore, because the majority of our assets are loca~ in Israel, any judgment obtained in the United
State, against us or any of our directors and officers msy not be collectible within the Uni~ States.

ITEM 2: DESCRIPTION OF PROPERTY

In April 1996, we moved to approximately 62,000 square feet ofoffice, manufacturing and
warehousing facilities in Petah Tikva,lsrael, which was expanded by an additional 57,000 square feet at
the end of 1997. We purchased approximately 93,000 square feet ofBdditional facilities in 1997 for a
eonlract price of approximately $17.4 million, including toxes and related expenses. We have paid the full
amount of the purchase price and the constnJction. was completed in 1999. We have also exercised our
contractual option to acquire approximatery 79,000 square feet ofspacc l including parking and commercial
space, at a price of approximately $16.6 million including taXe, and rela~ expenses. Preliminary
eonstruction has begun and i, expected to be completed by the end ofthe first quaner 2001. In addition we
have (i) purchased 34,120 square feet ofadditional space in an adjoining building, at a price of
approximately $3,2 million; and (ii) acquired an additional 65,000 square feet of adjoining real property for
future expansion.

We currently maintain a 15,000 square fOOl facility in Yokneanl, Israel wmoh was recently
doubled from 7,500 square feet, for softwarc research Dnd development. Monthly rent is approximately
$8,350; and the lease is for five years, with an oprion for an additional five years.

The current facility ofGillt Florida in West Melbourne, Florida i, comprised of approximately
31,000 square feet and houses the Gilat Florida executive, sales, manufacturing, and research and
development activities, under a ten-year lease which began May I, t997. Monthly rent i, approximately
$15,938.

Our elffices in McLean, Virginia originally comprised approximately 70,000 square fee~ and were
recently expanded by an additional approximately 63,000 square feet at a total current monthly rental of
approximately $251,000. These offices house not only our pennonel, but also contain one of our U.S.
nelwolk operations centers. In June 2000, we signed an agreement and paid a $1 million escrow deposit
for the purchase ofthe land and building of Sp,cenet', current facilities for, purchase price of
$24,325,000. We expe<t to close this purch..e transaction In the third quarter of2000, although lhe

. closing may be delayed. We currently leaSe a facility in Marietta, Georgia comprising approximately
70,000 SC\uare feet, which is used for a second U.S_ network operations center. The facilities lease is
expected to be assigned to GTH for the om network operations center in July 2000. We also maintain
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space in ManassllS, V,irginia, Chicago, Illinois and Houston, Texas for tales and operations personnel and
for equipment storage.

Our German operations cenler leases a 21,000 square foot facility in Backnang, Germany at a
CUlTent monthly rental of approximately $25,000. This space is used by our German-based management,
sales and operations personnel and contain. our European networl< operations center. We recently
purchased approximately 140,400 square feet ofland in.Backnang for $500,000, on which we plan to
conswet a new operations center. We commenced cooswction of the new building In 2000 and expect to
complete cons1nlction by the fourth quarte1 of2ool, although completion may be delayed.

We maintain offices in Santa Clara, California, Austin, Texas, llunrise, Florida, Atlanta, Georgia,
Amsterdam, Paris and Hong Kong, and in South America, in Braz.i~ Argentina, Chile, Colombia, Mexico,
and Peru, along with representative office. in Beijing, and Melbourne, Australia, London, Prague, Pretoria,
Silo Paulo, Buenos Aires and New Delhi, and small faciUties in other locations. We are currently
establishing a representative office in Almaty, Kazakhstan to provide pre-sales marketing and support and
expect to lease office space under a multi-year le..e commencing in the third quarter of2oo0.

lTEM 3: LEGAL PROCEEDINGS

We are a party to variolis legal proceedings incide.nt to our business, most ofwMch were assumed
in OUT acquisitions and are still the subject of various indemnities obtained in sueh acquisitions. Except as
noted below, there are no material legal proceedings pending or, to our knowledge, threatened against us or
our subsidiaries, and we are not involved in any legal proceedings that our management believes,
individually or in the aggregate, would have a material adverse effect on our business, financial condition
or operating results.

On May 8, 2000, Gilat Satellite Networks Ltd. and Spacenetlne. were named .. defendants in an
ae.tion filed in the United siat.s District Court for the District of Maryland, entitled Hughes Eleclronics
Corporalion v. Glial Salellile Netwarks Ud and Spacenetlnc. PlaintiffHughe. Electronics Corporation
(the parent ofHughe. Network Systems), alleges the infringement of four patents, and seeks 10 enjoin
further alleged infringement. We intend to vigorously derend against tIl..e claims. We do not believe we
are infringing the patents.

On January 4, 1999, Gilat Satellite Networks lnc. was named as a defendant in an action med in
the Circuit Court for Montgomery County, Maryland entitled Hughes Network SYsrem.r v. DavidShiff.
Sheldon Revkin, and Gi/ol Satellile NetworfcJ, Inc. PlaintiffHughe. Network Systems sought to enjoin
Sheldon Revkin and David Shifffrom working for Gilal in il5 Spacenet operations, and to enjoin Gilat
from employing them for a limited period ofiime. On July 9, 1999, Hughes Network Systems voluntarily
withdrew the complaint and amended complaint thereby terminating the action.

We are al,o a party to various regulatory proceedings incident to our business. To the knowledge
of our managemen4 none. ofsuch proceedings is material to us or to our subsidiaries.

/'
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ITEM 4: CONTROL OF REGISTRANT

Neroe and Addrel!

GE Americom(l ) .
3135 Flaston Turnpike
Fairfteld, Connecticut 06431·0001

Wellington Management Company, LLP(2) ..
7S State Strut
Bostnn, Massachusetts 02109

All officers and directors as a gnoup
(22 persons)(3) _.._ .

Ntrmberaf
OrdluO'
~

IkndldaUy
~

4,308,000

1,377,430

1,524,489

l~. ')...00 0

PVCS". of
OriSl••.,.

Shtret Oufstlllndtr"g

18.67

5.97

6.61

(I) Excludes 292,699 ordinary shares held indirectly by General Electric Company through various
subsidiat}' companies, including mutual funds and pension trust> managed by General Electric
Company.

(2) eased on information available to Gilat.
(3) Includes 550,841 ordinat}' shares for which options to 18 executive officers are currently

exercisable within 60 days but have not yet been exercised, but does not include 182,418 ordinary
shares held by DIC Financial Management Ltd. C'DlCFM'') and 746,917 Ordinary Share held by
DIC Loans Ltd. ("DIC Loans"}. DICFM and OIC Loans, Israeli corporations, are controlled by
Discount Investment Corporation Ltd. ("DIG''), which is in tum controlled by IDB Development
Corporation Ltd. ("lOBO"). Companies controlled by Oudi Reeanati, Elaine Reoanati, Leon Y.
Recanati and Judith Yovel Reoanati and their children, respectively,lOgether beneficially own
approximately 51.95% ofthe equity and voting power in IDB Holding Corporation Ltd.
("lDBH"), lhe parent of IDBO. Elaine Recanati is the 2UIlt of Oudi Recanali, Leon Y. Recanati
and Judith Yovel Reoanati: Leon Y. Recan.ti and Judith Yovel Recanati are brother and sisler.
Leon Y. Recanati is co-Chairman of the Board of Directors and co-ChiefExecutive Officer of
IDBH and co-Cb.irman ofthe Board of Directors oflOBD. Based on the foregoing,lOBH and
IDBD (by reason ofllleir contrel ofDIC), DlC (by reason of its control ofDlCFM and DIe
Loans) and Oudi Recan.li, Elaine Recanati, Leon Y. Recanati and Judith Yove) Recanati, may be
deemed 10 share with OICFM and DlC Loans the power 10 vote and dispose ofthe ordinary
shares held by such comp.nievFor infonnalion with respect to • voting agreement and
,horeholde" agreement entered InlO hy certain shareholders, see "Ilem 13: Interest of
Managemen1 in Certain Transactions.'·
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ITEM 5: NATURE OF THE TRADING MARKET

Our ordinary shares are quoted on the Nasd.q National Market under the symbol "GILTF," The
following t.ble sets forth, for \he]leliods indicated, the range of high and low closing sale price for the
ordin.ry .hares, as reported by Nasdaq:

1997:
First Quarter .
'Second Quarter .
Third Quarter .
Fourth Quarter .

1998:
First Qullrt.r .
Second Quaner .
Third Quarter .
Fourth Qu.rter .

1999:
First Qu.rter .
Second Quaner .
Third Quarter .
Fourth Qullrter .

2000:
.- .. 'Pirst Qullrt.........:....

Sw.i1d Qullrter (to June IS)

$36.500
$36.750
$37.063
$40.500

$36.500
$39.250
$46.12S
$56.375

$63.000
$60.750
$62.375
$121.125

$1'72:000' ..
$124.125

$26.625
$27.000
$31.250
$27.000

$22.500
$30.500
$32.313
$37.500

$52.250
$47.125
$42.313
$43.063

'$1'03:500" ..
$6&.563

.As oflune J5. 2000 there werdl3 record holders of ordinary shares, ofwhich 101 represented
U.S. record holders owning an .ggregate of approximately 97.0% of the outstanding ordinary shares.

We have never p.id cash dividends to our .hareholders and we currently do not intend to pay
dividends for the foresee.hle future. We intend to reinvest earnings in the development and expansion of
our business. We have decided ~oreinvest pennanently the amount oftax exempt income derived from our
"Approved Enterprises" and not to di.tribute such income as dividends. See note 10 ofNotes to the
Consolidated Financi.1 Statements listed in Item 19. We m.y only p.y cash dividendi in any fiscal year out
of "profits," .s determined under Israelll.w. In addition, the terms of certain financing arrangements
restrict us from paying dividends to our shareholders. .

In the event we declare dividends in the future, we will pay those dividends in NIS. Because
exchange rates between NIS and the dollar fluctuate continuously, a U.S. shareholder will be subjecl to
currency fluctuation between the date when. the dividends.re declared and the date the dividends are paid.

In February 2000, we .nnounced our intendon to split our stock. The share split is .ubject to the
approv.l ofthe shareholders at the next annual meeting and we cannot assure \hit such .pproval will be
given.

ITEM 6: EXCHANGE CONTROLS AND OTHER LIMITATIONS
AFFECTING SECURITY HOLDERS

/'

Non-residents of Israel who purchase any of our ordinary .hares with certain non-Israeli
currencies (including the dollar) will be able to convert dividends. liquidation distributions and the
proceeds from the sale of such ordinary shares into freely repatTiable non-Israeli Currencies at the rate of. .
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."

""change prevailing at the time of conversion (provided that ls111elllncorne Tax has been paid or withheld
on such amounts).

ITEM 7: TAXATION

The following is ...hoFt summary ofcertain ISFlIeli laX consequence. to person. holding our"­
ordinary .hare•. The discussion is not intended and should not be coasln1ed as legal or professional lax
advice and is aot exhaUSlive of all possible tax considerations.

On May 4, 2000, a special committee appointed by the Israeli Ministor ofFinance for the purpo.e
ofreviewing the Israeli system of direct taxation submitted its report. The report makes several
recommendations that if enacted into law by the Israeli Parliament may have substantial tax implications
on us and aur shareholders. The Israeli Government adopted the recommendation., with the intention that
the applicablelegi.Jation will be effective as of January 1,200 1. During the legislative process, the
recommendations contained in the Report may be subject: to substantial changes. Reference!! to the
recommendations in their current form are included in the discussion below.

Nonresidents of Israel are subject tl;> income tax on income accrued or derived from sources in
I.rael or received in Israel. The.e sources of income include pas.ive income .uch as dividends, royalties
and interest, as well as non·pas.ive income from services renderad in Israel. Gilat i. required to withhold
income laX at the rate of 25% (J 5% for dividends generated by an Approved Enterprise) on "all distributions
ofdividends other than bonus share. (stock dividends), unless a different rate i. provided in a treaty
between Isracl and the shareholder's c.ountry ofresidence. Under the income tax treaty between the United
States and Israel (the "Treaty"), the maximum tax on dividends paid to a holder of ordinary shares who i.
a United States resident (as defined in the Treaty) is 25%.

IsraeH law imposes a capitat gains tax On the sale of securities and other capital assets. Under
current law, however, gains from sales of the ordinary shares of Gilat are exempt from Israeli capital gains
tax for so long as (il the shares are quoted on Nasdaq or listed on a stock exchange recognized by the
hraeli Ministry of Finance and (ii) Gilat qualifies as an Industrial Company or IndusttJaJ Holding
Company under the Law for Encouragement oflndustry (Taxes), 1969. The repon recommends revoking
this exemption with the effect that Israeli and foreign individual investors would generally~ subject to a
25% capital gain tax upon realization oftheir investment. This recommendation will not, however, affect
the Treaty. Under the Treary, a holder of ordinary .hares who is a United States resident will be exempt
from Israeli capital gains tax on the sale, exchange or other disposition of such ordinary shares unless such
hotder owns. d-irectly Or indirectly; "rO% or "mbre 'of the votin~ power "of GUat. _.. "- . "-- ... , . -,-. ---- .

A nonresident of Israel who receives interest, dividend or royalty income derived from or accrued
in I.rael, from which tax Was withheld at the source, i. generally exempt from the duty to file tax returns in
lsrael with respect to such income. provided such income was not derived from a business conducted in
Israel by the taxpayer. Israel presently has no estate or gift tax, though the repon recommends introducing
these taxes.

In addition; the report recommends increasing to 25% the corporate tax rate available- under th~

Law for the Encouragement of Capital Invesanents, 1959, during certain ponion. of the Approved
Enterprise benefits period to companies owned i. whole or in part by foreign investors. Currently,
depending on the percentageofforeign ownership, this rate can be as low as 10%" and as high as 25%,

" which is the oorporate tax rate avail{ble to the Approved Enterprises of companies without any foreign
ownership. Furthennore, the Report recommends revoking a current exemption available to income of
Approved Enterprises that is not distributed as a cash dividend and. setting a corporate tax rate of 10% for
profits generated during 'eertain portions ofthe Approved Enterprise benefits period.
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ITEM 8: SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated statement ofoperations data set forth below with respect to the years
ended December 31. 1995, 19%, 1997. 199& and 1999 aIld lbe consolidated balance sheet data as of
December 31, 1995, 1996, 1997. 199& and 1999 have been prepared in accordance with Israel GAAP and
audited by Ke.selman &; Kesselman. independent certified public accountants in Israel and a member of
PricewaterhouseCoopers International Limited. Israeli GAAP varies in certain aspelltS from U.S. GAAP as
described in notes 7 and ISfto the Consolidated Financial Statements. The selected consolidated·financial
data set forth below should be read in conjunction with Item 9: "Management's Discussion and Analysis of
Financial Condition and Results ofOperation." and the Consolidated Financial Statements and note.
thereto included in Item 19 in this Form 20·F.
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YEARS ENDED DECEMBER 31,

1925Ui 1996\11 lli1 1m .l2.22
(II UiOlllllds, except per .blre dati)

Sc.tCrIICOC of OptratioIU Data:

Revcnt.lcs ............................._.....,.....................,. $~ S74,12§ $103,690 Slli.lli $331,873

Cost af Revenues: ..........................,....................

Cost orproduets sold ItId revenue rendered 31.483 42,911 58,142 86,603 220,139

WrJlC-<llrofinvcntoties associated with

restnlaturill& 9,495 4,634

ruY ~ 51.'42 96,098 224.113

Gros, pront........................................................, ~ 31,209 oH948 59.237 illJill!
Research and devtlOpd1C1lt COstS: .......................

'Expenses incurred._........................................ 6,532 8,129 10,615 15.815 21,159
1=..,."""",,,,,,,,,,,,,,,,,,.,,,,,,,,,,,,,.,,,,,,,,,,,,,,,,, 1.066 ),913 2A94 3,035 ill!

S,466 6,216 &,121 12,180 24,191
Acquired rc.seareh and development ....._.•___ 80000

Net research and devclepmcnl~ .•. _............_ ~ 6,216 !.ll.l. W§2 24.191

SeIling, genualll'ld administrativc CXpettieS ._•• ~ .!1.lli ~ W11 §LW
8,039 11,048 16,S06 (62,620) 19,895

Restructuring chMges 11,989' (3'6)
Merscr c"Penses ._.............................................. 2m
OpuatJng Income. 001$)...,....... ,........."... ,......... ,. 8,039 3,0$1 16,506 (74,609) 20;"
Flnat\d~ tncomc (~pCnses}-net.. .................... 515 1,110 m (1,247) 3,267

Wrilc-ofl'oflnvc:stments ~oc.1Bted with
rutrueturlnC (2,100) (8961
Other lncome --ftet.................................... 1329 --12 ~ --
Ineome Oem) before taxes 01\ ineQrnc •• ,. ............ 8.614 5,5'6 17,074 (78,394) 22,622
Taxes on in~ome .... ,.......................................,.... -M ~ .-lli 2,47~

lacome (lOSS) lifter .laxc$ on income ................._ 8,614 '.412 16,944 (78,680) 20,141

Shan: i.n losses ofassociated companies ............. ill ill
Nc~ income (loss) ................................. ,., ............ $8,614 SS,4721~ $16,244 ($19,383\ SlU!,L
Eamlngs(1oss) per share under U.s. GAAP........

Basle ............ ,..."..."..........."........",••"............ 1W !ll..lJ.OI $U6 ($7,18)" $0,96- =
DIluted....... '"" ............' .........",......... ~ SO,50'" S~ 1S7. I81" SO.92

WeiGhted Avcrlgc nu.mber QC ~harcs used In
computation of earnings (loss) pet .share - 1ft
thousands under U.s. OAAP ....................,.........

Bash; ............................................................... 9,413 JO.816 ~ ,U,~ 20,447

Diluted ........,'.................................................. 9,632 11.049 ll,2SS II.OS9 21.429

Earnings (1oss) per share undu bra~li OAAP

Suic ......................"............ ,...,....................._ ~ SO.50 $I.S0 '(S6.37) 50,83

Diluted ..............._........_..._............................. $0.89 $0,50 51.47 '($6,37) 10.83

.Wei&hte.d aVClllie nwnbu ofthareJ used in
t;Omputltion ofcaminp (Ion) per shaze - in

. thousands- under [sraeli CAAP /'
B85le ...............~._ .._.....__.__M_.M_.•_._._ 9,829 1I)'l 11,448 12.121 ~
Dillutcd__......_.............~.•._........."...."...._.. &829 11,355 12.152 ll.ill ~

Restated. See note 1q in Notes to the Consolidated Financial Statements
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DECEMBERJI,

Balance Shut Dati: ~ .lZ2!i mz U98 ill!
(l.~.....d.)

Wotldnl capilal •••. ,......... ,_....... S61,623 S61.6JZ $8S,081 $19,227- . SUS,J07
Totall$$Cu•.•••...•......•..•.•.•••. _._ 97,423 11:1;10\ 211,Sl60 401,284" 678,8S3
Shonoterm bank credit IFld current

Maturities ofloQc-temr debt..~ ..• 4.806 SSZ 1,719 Z3.1S8 6.986

Long-term liabil1tiea................................ 13 Z84 8.089
Convertible NbOtdlnated 1I0tes..•_..._..•_....•...... "'.000 75.0:00 7S,OOO
Shareholders' equtty.._ ............... 81.$63 89,7S8 108,338 :2..22,620· 499,8Z3

CI) Includes the results orOilat Florida Into which. wholly-own«l subsidiary ofGilat was merged on Deeember30, 1996. and
8CCO\! old fW' put:!~ to the poolin&-o(·interests nxthod.

o} lf1ne rnergerexpenst.$ associated with the Oilat PloridaM«get had not been lncluded in Gilat's results, net iTlro:orne for the year
ecde4 December ii, 1996 would hIve been approximately $13,463,000 and basie eamlnls per share fur thAI ycarwould have been
S1.24 and diluted earnings per share would have bem Sin

0, Ifthc rc3truaurinJ charges, write ofl$l.S$OClated with rmrud:willg and cxptnus related to A~quircd resureh and ~lopment

lISSO~iltco. with the Spacenet Acquisition had not been Includcd in Oilat's.ruults. net income forlhe ~8J' ended oeeem.bcr31. 1991
w01J11j have b«n approldm4kly 524.801,000 and baste e.amfngs pel marc under U.S. GMP for tbatye.ac would ha.\Ic been $2.24
and diluted earnings per share under US. GAAPwouid have been $2.14.

,/

Restated, See note 1q in Note. 10 the Consolidated rinancial Statemenu
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ITEM 9:

Overview

MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERAnONS

Gilat commenced operation. In 1987 and shipped its initial product, a first generation OneWay
VSAT, In 1989. Since that time, we have devoted significant resources to developing and enhancing our
VSAT product lines and establishing strategic alliances primarily with major telecommunications
companies and equipment suppliers. We have' also brosdened our marketitJg strategy io emphasize sales to
customers dire<:t1y and through new distribution channels.

in 1991, we began marketing our second generation OneWay VSAT.ln 1992, we began
marketing our TwoWay VSAT with Spacenet as part ofSpaeenet'. Skystar Advantage VSAT service
offering, and we began marketing our TwoWay VSAT. to GTECH as part ofGTECH'. GSAT lottery
networks. Over the years, we experienced signiticant growth in orders, sales and earnings from our
OneWay and Skystar Advantageproduets. Additionally, we began marketing the FaraWay VSAT in 1994,
the DialAway VSAT at the end ofl996, lhe SkySurferVSAT In 1997, and the SkyBlasler VSAT in 1999.
The Skystar Advantage is our largest-selling product, accounting for approximately 49% of our .ales
reVenue during 1998, and for approximately 49% ofour sales revenue during 1999.

On De<:ember 30, 1996, we acquired Gilat Florida (previously named Skydata, lnc.), a company
engaged in the development, manufacturing and marketing ofVSAT·based paging and broadcast products.
The transaction was effected through the merger ofa wholly-owned subsidiary ofGilat into Gilat Florida.
The merger was accounted for as a pooling of interests. Accordingly, Gilat's fmancial infonnation has been
restated 10 retroactively include the llCCounts and operation. ofGilat Florida prior to 1996.

On December 31, 1998, we acquired Spacenet The acquisition was accounted for by the purchase
method. Prior to the acquisition, Gilat and Spacenet had engaged in a strategic alliance for a number of
yeals. Spacenet was the large.t cuSlomer of QUat's products, with aggregate sales to Spacenel representing
approximately 28%, 34% and 45% ofGilat's total sales in 1996, 1997 and 1998, respectively. With the
acquisilion ofSpacenet. we have begun to offer satellite-based network services as well as products. For a
discussion of certain continuing acquisition-related commitments, see "]tem 13: Interest of Management in
Certain Transactions'~. -

In February 1999 we completed the offering of5,456,750 ordinary 'hares, of which 4,71 1,750
ordinary shares were sold by Gilat and 745,000 by certain shareholders. The proceed. to Gilat, before
expenses but after the underwriter. discoun~ were $257,826,960.

In February 2000, we eompletad e private offering of$350 million of 4.25% convertible
subordinated notes due in 2005. The notes are convertible into our ordinary shares at a conversion price of
$186.18 per share. Each note bears annual interest of 4.25% payable semiannually.

In March 2000, we completed a $10 million inve.tment transaetlon with Knowledge Net Holdings
LLC, a subsidiary ofKnowledge Universe Inc. in exchange for 10 million common units (approximately
5.6% ofthe outstanding units) of ~owledgeBroadcasting.com LLC ("KBe"), and a one year warrant to
purchase an additional 20 million units at the same unit price. We also granted KBC a five year warrant to

, purchase approximately I91,000'0(our ordinary shares at a purchase price of $157.05 pershare, and a five
year option to acquire equipment and services. Acquisitions ofequipmen't and services made pursuant to
thi. option in the fi"t two years will be paid for by KBC with up to 20 million unirs ofKBC valued at the
original purchase price, and thereafter, on terms to be agreed by the parties. KBC i. 8 web-based media
company that distn'butes content using interactive broadband satellite and other technologies.
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In April 2000, we completed the funding and formation of U.S.-based Oilat-To-Horne Inc., ajoint
venture with Mierosotl Corporation, SchoStar Communications Corporation, and INO Furnum Selz. Gilat­
T<>-Home wo.s formed to provide satellite-based broadband Internet services to consumers in the U.S.
Following the colle<:tive investmentofS12S million by the ofberparties to !his joint venlure, Gilat, along
wi!h certain related parties, holds approximately 51% of Gilat-T<>-Home, on a fully diluted basis inoluding
shares reserved for options to be granted to employees but not including warrants and debt conversion
rights issued as par! of bank financing..

In addition, in April 2000, we completed a share purchase transaction pursuant to which we,
together with certain employees, now hold 100% ofGn! LA (Antilles) (formerly named Global Village
Telecom (Netherlands Antilles) N.V ("GVT Antilles'). This transaction is more fully described In "Item
1: Description ofBusiness •• Strategic Alliances and Ioint Ventures". GVT Antilles was established to
operate rural telephony communications network.!, m""tly in developing countries and is now part of our
planned consumer Internet initiative in Latin America. This acquisition expends our presence in South
America and provides existing on-ground VSAT networks.

In June 2000, we exercised our right to redeem our 61>% convertible subordinated Dotes issued on
May 14, 1997 and due on Iune I, 2004. The notes were redeemable in full at 102% ofthe principal
amount plus accrued and unpaid interesl, setting the redemption price per $1,000 note al$I,020.72. All of
the note holders opted to convert their notes into GHat's ordinary shares prior to the red~ption date and
we consequently issued l,7&S,695 ordinary shares to such holders.

We earn revenue from sales ofour satellne-based netWorking products and services to our
customers worldwide. The charges to customers for satellite networking products and services vary with
the number of sites, the length ofthe contract, the amount of satellite capacity, the types oftechnologies
and protocols employed and the degree ofcustomiution or development required to implement the
~mk. .

In the case. of product sale~ we recognize revenue when the product is shipped. The present value
of payments due under saleo-type lease contrects are recorded as revenues and cost of sales is charged with
the book value of equipment at th·e time of shipment. Future interest income.is deferred and recognized
over the related lease tean. We recognize revenues from long-tenn contraCts on the percentage-of­
completion method, measur~ using the ratio of materirJ costs incurred to date to c'Sfunated total material
costs for each contract. Spacenet generally has two ways ofrecognizing revenue, depending on whether or
not the customer takes ownership oflhe network equipment. In the firsltype ofnetwork services sale, the
customer purchases hardware, software, and satellite capacity and maintenance services, and Spaeenel
records revenue when the network is installed and operational (or, in cases where the customer obtains its
own installation services, when the equipment is shipped). In many ofthese cases, Sp.cenet is paid
p10gress paymen~ upon signing, achievement of certain milestones and insmIla.t~on. For ongoing
maintenance, satellite capacity and support services, customers pay monthly fees, which are recorded as
service revenues.

In the other type ofnetwork services sale, Spacenet procu.... and installs the equipmenr and
software, obtains the satellite capacity and provides network operations and monitoring for the customer
over the contract term (generally three to five years). Under this type ofnetwork services sale, Spacenet
retains ownership and operation of the network, and receives a mon1hly service fee (and recognize,

. Tey~ue) over the term of the eOJ1.traet Since our acquisition of Spacenet, these networking service
arrangements have grown and we expect that 1hey will continue to grow as A percenlage of our revenue, As
• resUlt, a growing portion ofthe VSAT equipment we manufacture is capitalized on our balance sheet and
ha' resulted in an increase In our capital expenditures. We also believe that the growth ofour business may
result in an increase of our inventory.and receivables levels and increased working capital needs. We
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intend to meet such anticipated increases in capital expenditures and working capital with cash on hand.
See "-Liquidity and Capital. Resources."

We have started to depreciate the cost of the equipment used in our network service offerings on a
5-year basis. Our service contracts, however, may be for periods of as little as 3 years, which may require
us to write-off the unamortized. cost oftho equipment in the eventthe contract is not rene~ed and we are
unable to place such equipment with other customers. We expect, however, that most of our customers will
elect to renew their service contracts and that we will not be required, in most instances, to effect such
write-offs.

Cost ofrevenues, for both products and services, includes the cost of system design, equlpmen~
satellite capacity, software customizatlon and third party maintenance and installation. For equipnient
contracts, cost ofrc"enues is expensed. as revenues are recognized. For n.etwork acrv\et contracts. cost of
revenues is expensed as revenues are recognized over the term ofthe contract. For maintenance con1racts,
cost of revenues is expensed as the maintenance eost is incurred or over the term of the contract. As a result
ofthe Spacenet acquisition, we inCUrTed aggregate restructuring expenses of$29.4 million for the two
yars ended December 31, 1999. In addition, Spacenet incuITed a charge of approximately $12.4 million
to eliminate unne<:e.!sary inventory and property, plant and equipmen~ which is included in the goodwill
and $33.6 million in expenses related to the repiacement and upgnade of certain legacy VSAT network .
equipment used by certain Spacenet customers. We replaced approximately 75% of this legacy equipment
in 1999 and expect to replace the remainder in 2000. In 1999, most equipment replacements were
accompanied by the customers' entry into long-term network services contracts.

We devote significant resources to research and development of all our products. Our initial
research and development was funded by the Israel-U.S. Binational Industrial Research and Development
Foundation ('lBIRD"), but cumntly none cfour research and development is funded by BIRD. In Israel, a
portion ofour research and development expenditures is funded by the Office of the ChiefScientlst of the
Ministl)' of Industry and Trade (the "Office ofthe Chief Scientist"). We have also received, an<lexpect to
continue to receive, gnants through participation in research consortia, which are funded by the Office of
the ChiefScientis4 as well as grants from research and <levelopment prognams sponsored by the European
Commission and the U.S.-Israel Science and Technology Foundation ("USISTF"). We expect, however,
that the amount of funding from the Office of the Chief Scientist will decrease due to Israeli budgetary
constraints.

During 1998 and 1999, approximately 19.2% and g.7%, respectively, of our research and
development expenditures before acquired research and development, were covered by the Office ofthe
ChiefS.lantist, the research consortia, USISTl', and the Emopean Commission. Under the l<rms ofthe
funding provided during these and earlier years by the Office of the ChiefSciantist, BIRD, and USISTF,
we are required to pay royalties on sales ofthe products developed from the funded project until an amount
ranging from 100% to 150'10 of the grants has been repaid. Grants received through participation in the
research consortia and under the European Commission program do not require the payment of royalties.
Royalties to the Office ofthe ChiefScientist and BIRD, which are Included in selling, general and
edminlslrMive expenses, .were $820,000 during 1998 and $719,000 during 1999. To date, we have not
made any sales in coMec)ion with the USISTF project and consequently have not accrued or paid any
royalties to USISTF.

. Selling, general and administrative expenses also include sales and marketing costs, customer
support, accounting and administration. We expect that selling, general and administrative expenses will
increase in total amount over the next few years as sales efforts are expanded. .
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Bubstantiolly oil ofour production facilities in I...el&e eligible for certain tax benefits. As a
result, we expect that a substantial part of our income for 2000 and 2001 will be·tax exemp~ whita the
balance will be taxed at rates ranging from of 15% to 36%. See "-Effectiv. Corporate Tax R.t....

As part ofthe Merger AgreemeJ1~ GE Americom and certain ofits affiliates were committed to
purchase $37.5 million ofour products through the eed of 1999. GE Americom agreed to pay us a credit

. against service fees owed to GE Americom under certain satellite transponder service .greements, equal to
40% of any shortfaIls in this purchas. commillll.nt. GE Americcm did not purchase any ofour equipment
in 1999 and th.refore we were entitled to a creditequol to 40% ofthe fuIl amount of$37.S million, or $15
millioe, which was recorded as rev.nue. in 1999. In addition, pursuant to two settlem.nt agre.ments
entered into by Ihe parties in December 1999, OE Am.ricom paid us $25 mlUion for post-closlng .
adjustm.nts and undisclosed liabilitics relat.d to the M.rger, and for reimburs.m.nt of .xp.nses.

Th. currency of the primary economic environment in which mest ofour operations are
conducted is the dollar, and as suth, we the dollar as our functional cummcy. Transactions and
balances originally denominated in dolla are presented at Ibeir origin.l amounts. Gains and losses arising
from non-dollar transactions and balances are included in the detennination of net income.

Results of Operation. of Gilat

The following table sets forth, for the periods indic'led, Ibe percentage ofrevenues represented by
c.rtain lin. items from Gilat's consolidated statements of income.

Percentage of Revenu.s

Revenues _........•..., ..
Cost ofRevenues M .

Gross profit .
Research and development costs

Expenses incurred ..
L<>s- grants , .

Acquired research and development ..

Net research and development r;osts ..
Selling. general and adminima.tive expenses ; .
Restructuring charges ..
Operatina income (10'") - .

Financial income (expenses)· net .
Write-off of investments assoeiatcd with .

restructurin& •. , .-.•........•....
Other income - net .
Income (\os,) ~fore tax~ on ~ncom~ .
Taxes on income , ..
Income (loss) after taxes on income ..
Share in losses ofassociated companies ..
Net income (1055) ·•...-;::••: .

mz
100.0%

~6.7

43.3

10.1
2.4

7.8
0.0

1.8

19.6

0.0
15.9
o.~

0.0
0.0

16.4
0.1

16.3
0.0

Veo" Ended December 31.

Adlulted . AdIU'!lt~d

ill! !2W.U 1999 1999(1)
100.0'-' 100.0% 100% 100%

61.9 ~~.8 66.5 55.6
38.1 44,2 33.5 44,4

10.1 10J. 8.0 8.0
2.0 2.0 0.1 0.7
8.2 8.2 7.3 1.3

51.5 0.0 0.0 0.0

59.7 81 7.3 7.3
18.7 18.7 ---zo:J 19.9

·1.1 0.0 --m> 0.0
(48.0) 17.3 6.0 17.2
(0.1) (0.8) 1.0 1.0

(1.7) 0.0 (0.3)
0.1 0.1 0.0 0.0

(SO.4) 16.6 6.7 11.1

0.2 0.2 0.1 0.7

(50.6) 16.4 6.0 11.5
o.~ 0.5 0.2 0.1

(51.1)% 15.9% 5.8% 17.3%

"Restated, see Dote lq to Notcs to the CODsolid.ted FinaDcial Statements
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(1) Results oroperations for year ended December 31. 199&, exc;,:Juding the Spacenet restrUcturing chargts.
writMffs associated with Nstrueturing and expenses related to acquired research and development of
apPlllximate1y 5104.2 million.

(2) Results of opcra.tions for year e.nde4 De.eomber 31, ]999. excludlD,g expenses assoehued with the Spacenet
acqulslUon and restrUcturing ofapplllximately 538.8 million.

Year Ended December 31,1999 Compared to Year Ended December 31, 1998

Revenu... Our revcnuealncreas<:d by 117.5% to opproximately 5337.9 million in 1999 from
approximately $155.3 million in 1998. The growth in revenues was attributable primarily 10 the acquisition
ofSpacenet on December 31, 1998, which aUowed us to expand our revenue base from primarily
manufacturing and selling VSAT equipment to service revenues based on the offering ofcomplete end-Io­
end telecommunications and data networking solution•. In addition, we experien<:ed an increase in demand
for Skystar Advantage products, and forSkyBlaster following its introduction in 1999. This was Partly
offset by downward pressure on prices in the industry.

Gross profit. Gross profit increased by 90.9% to approximately $I 13.1 million in 1999 from
approximately $59.2 ml\l;on in 1998. The gross prolitmargin decreased to 33.5% in 1999 from 38.1% in
1998 due to expenses related 10 migration from offering Spacenet's Clearlin1c system 10 offering our
Skystar Advantage, and a write·off oHnventori.. associated with restructuring. In our 1998 fmancial
statements, goodwill was fC.'tated and decreased by S21 million for expenses related to migration from
Clearlink to Skystar Advantage, inventories were restated and increased by $12 million, accrued expenses
were restated and decreased by S11.3 million, and retained earnings were restated and increased by 52.3
million. The actual migration expenses were included in the 1999 expenses, mainly in cost ofgoods sold. If
such migration expenses and writa-offof inventories had not been included, our gross profit margin would
have increased to 44.4% in 1999 from 44.2% in 1998.

Research and Development Expenses. Research and development expenses in 1998 included
S80 million for a write-off of acquired in-prouss re.earch and development associated with the Spacenel
acquisition.ln-process research and development expenses arise from new product development projects
that are in various stages of completion at the acquired enterprise at the date ofacquisition. Gross research
and development costs without the acquired in"process research and development increased by 71.7% to
approximately 527.2 million in 1999, from approximately SIS.8 mmion in 1998, and as a percentage of
revenue" decreased to 8.0% in 1999 from 10.2% in 1998, mainly due to the rapid increase in revenues
including from services1 which by nature do not require significant R&D resources.. The dollar increase in

.:. _. __ . .s-"Eh.~~~s.in 1?92.!'as pri~aril)'d"!' ..to_h.iri!,saddltiona1. researcha~d developm..nt~on!,~I; the.f)!~h"".
development of the SkyBlaster, Skystar Advantage and FaraWay product Unes; the expansion of research
and development to reduce the costa and increase the funcUonality of our interactive VSAT product lines,
and conducting generic research relating 10 our panicipation in research consortia. Resean:h and
development grants, as a petCentage ofgross research and development costs, decneased to 8.7% In 1999
compared to 19.2% in 1998. Research and developmeot costs, without acquired research and development
showed a net increase to approximately 524.8 million in 1999 from approximately $12.8 million in 1998,
and a decrease as a percentage of sales to 7.3% in 1999 from 8.2 % in 1998.

Selling, General and Administrative Expenses. Selling, general and administrative expenses
increased by 135.3% in 1999 to approximately $68.4 million from approximately $29.1 million in 1998.

. As. percentage of revenues, sellin~general and adminislrative expenses inC1CllSed to 20.3% in 1999 from
18.7% in 1998. Selling, general lind administrative expenses include expenses related 10 migration from
Clearlink 10 Skystar Advantage. If such migration expenses had not been included, the selling, general and
administrative expenses wouid have increaseq by 131.0% In J999 to approximately S67.2 million, or
19.9% as a percentage ofrevenues.l~ereased expenditures in 1999 were primarily attributable to the
consolidation of Spac:enet and the. expansion of our marketing and selling efforts throu.gh the hiring of
personnel, and the 0P!"'ing ofnew offices around the world.
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Re,tructurlng Cbarges and Related Expen,es. RestrUcturing expen,es as a result of the
Spacenet acquisition other than inventory write-offs and write-offof investments which are presented in
other lines, were $0.4 million lower than was reconlod in 1998. Inventory writc-off' relating to
rationalization of product lin.. which are presented ineost ofrevenues, were $4.6 million blgher than was
recorded in 1998, and write·off, ofinve'tments as'ociated with restrucruring were SO.9 million higher
than was recorded in 1998. Restrucruring cbarges in 1998 were restated by a decrease of$2.25 million, as
explained in note 1q to note' to the Consolidated Financial Statements.

Operating Income (Loss). Operating income increased to approximately $20.3 million in 1999
from a loss o(approximately 574.6 million after restatement as explained In the preceding paragraph in
1998, primarily due to the expenses related to migration from Cloarlink to Sky!1ar Advantage, restructuring
cbarge" write-off' as,oclated with restrucruring, and expenses related to acquired research and
development as described above. 1fexpen.es related to the migration, restructuring charge.. write-offs
..sociated with restructuring and expenSes related to acquired researcb and development bad Dot been
included, operating Income wDuld bave been 558.2 million for the year ended December 31, 1999,
compared to S26.9 million fortbe year ended December, 1998, an increase of 116.4%, with the increa,e
due prima,rHy to increased sales. . . •

Flnonclo' Income (Expen,es), Net. Financial income, net amounted 10 approximately $3.3
million in 1999, compared to financial expenses, net ofapproximately 51.2 million in 1998, mainly due to
interest income on bank deposits from Our public offering in February, 1999.

Taxes on Income. Taxes on income were approximately S2.S million in 1999 compared to
approximately 50.3 million in 1998.

SJlare in Losses or Associated Companies, Share in losses of associated companies was
approximately SO.S million in 1999, compared to approximately SO.7 million in 1998.

Net Income (Loss). A, a result ofall the foregoing factors, we bad net ineome ofapproximately
$19.6 million in 1999 compared to a loss ofapproximatery 579.4 million, after restatement as explained
above, in 1998. If migrotion expen,es, restrucrurin, ebarge" write-offs associated with restructuring and
expenses related to acquired research and development had not been incJuded in the results. net income for
the year ended December 31, 1999, would bave been $58.4 million compared to $24.8 million for the year
ended December 31,1998, an increase of 135.6%.

Earnings (La..) Per Share. Basic earnings per share for 1999 under U.S. GAAP was SO.96 per
'hate ($0.83 per sbare under Israeli GAAP) as compared to basic loss.per share ofS7.18 persbare (56.37
per sbare under Israeli GAAP) in 1998. Dlluted earnings per ,bale for 1999 was SO.92 per share (SO.83 per
sbare under I....ell GAAp) as compared to dlluted loss per shale ofS7.l8 per sbare ($6.37 persbare under
Israeli GAAP) in 1998. If migration expen,.., re'trucrurin, ebarge" write-offs associated with
restructuring and expen,es related to acquired re,earch and development hed not been included in the
results, basic earning, per sbare for 1999 under U.S. GAAP would bave been S2.86 per sbar. AS compared
to 52.24 in 1998, and diluted eRmings per sbare for 1999 under U.S. GAAP would have been $2.73 per
sbare as compared to $2.14 in 1998.

Vear Ended Deumber 31,1998 Compared to Year Ended Deeember 31,1997

RevalUes. Our reveDu;"1ncreased by 49.8% to approximately $1 55.3 miJli~n in ;998 from
approximately $103.7 million in 1997. The growth in Jevenues was attributable primarily to a substantiol
increRse in 'ales oftelepbony products (FaraWay and OiaIAway) .. well .. increased 'ale' of Skystar
Advantage products and lntemet Pro~ocol (HIP") hued products. The increase in revenues was partly
offset by downward pressure on prices in the lndustty.
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· Gross Profit. Gross profit iitcreased oy 31.8% to approximately $59.2 million in ·1998 from·
approximately $44.9·miIHon io 1997. Our gross profit margin decre"ed to 38.1% in 1998 from 43.3% in .
1997 due to write-off of inventories associated wilh restructuring. Ifsuch write-offhad not been included.
our gross profit margin would have increased 10 44.2",4 dua primarily 10 a relalive decrease in our cost of
revenue~as a result ofmore efficient manufacturing. processes. lower cost of components and a change in
the overall product mix.

Research and Development Expetlses. Research and development expenses include $80 million
for the write-offofacquired in-process research and development associated with the Spaconet acquisition.
In-process research and development expenses arise from new product development projects that are in
various stages ofcompletion at the acquired enterprise at the date of acquisition. Gross research and
development costs without acqUired researcb and development increased by 49.0% to approximately $1S.8
million in ]998, from approximately 510.6 million in 19918Ild as a perc~ntage ofrevcnucs remained at the
same level of 10.2% in 1998 as in 1997. The dl>lIar increase in such costs in 1998 was due primarily to the
hiring of additional research and development personnel. the further development ofthe FanWay,
SkySurfer and SkyBlaster product lines for cnrporate and rural telephony epplications, the expansion of
research and development to reduce the costs and incre... the functionality of our unidirectional and .
interactive VSAT product lines, including Ip·based products, as well as lSAT and paging receiver products
and to conducting generic research relating to the research consortia. Research and development grants, as .
a percentage of gross research a.nd development costs, decreased to 19.2% in 199& compared to 23.5% in
1997. Research and development costs. without acquired research and development net increased to
approximately $12.8 million in 1998 from approximately S8.1 million in 1997, and increased as a
percentagc ofrevenues to 8.2% in 1998 from 7.8% in 1997.

Selling, General and Administrative Expenses. Selling, general and administrative expenses
increased by 43.1% in 1998 to approximately $29.1 million from approximately $20.3 million in 1997. As
a percentage ofrevenues. sellin.g, general and administrative expenses decreased to 18.7% in ]998 from
approximalely 19.6% in 1997.lncre..ed expenditures in 1998 were primarily attributable to the expansion
of our marketing and selling efforts through the hiring of personnel, increased commissions paid to sales
personnel t agents and distributOT!i, and the opening of new offices. .

Restructuring Charges and Related ExpenSe!. As a result of the Spacenet acquisition. we
incurred restructuring charges of $12.0 million after resta1ement, as explained in note Iq 10 Notes to the
Consolideted Financial Statements, for the year ended December 31, 1998, mainly for compensation to
customers and other third parties, $9.5 million of inventory write-offs relating to radonalization ofproduct
Hnes, which are presented in cost ofrevenues and $2.7 million of write-offof investments associated with
restructuring.

Operalinslncome (Loss). Our operating income decreased to a Joss of approxlma1ely $74.6
million after reslatement, as explained in note Iq to Notes to tbe Consolidated Financial Statements, in
1998 from an income ofapproximately $16.5 million in 1997, primarily due to the restructuring charges,
write offilassoclated wlth restructuring and expenses related to acquired research and development as
described above. If restructuring charges. write offs associated with restructuring and expen.es related to
acquired research and development had not been included, operating income would have been $26.9
million for the year ended December 31,1998, (representing an increase of 62.8% over 1997) with the
increase due primarily to [ncreased revenues.

Financial Income (Expe.fsesl, Net. Financial expenses, net amounted approximately to SJ.2
mUlion in 1998, compared to financial income, net of approximately SO.5 million in 1997, mainly due'to
payment ofin1erest on subordinated notes while related Interest earned on deposits in banks decreased due
to use of funds.
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Share in Losses of Associated Companlcs. Share in losses of associated companies was
approximately SO.7 million in 1998 with no parallel amount in 1997.

Net Inoome (Loss). As a n:suIt ofaU 1M foregoing factDn, we had a los. nfapproximately S79.4
million in 1998, after restatement as oxplainoQ In note lq to Noteslo the Consolidated Financial .
Statements, in comparison to net income ofapproximately $16.9 million in 1997. Ifrestructuring charges,
write oITs associated with restrUcturins and expenses related to acquired research and development had not
been incl~ded in the Company's results. the Dot income for the year ended December 31, 1998, wo~ld have
been $24.8 mmion (representing an increase of46.4% over 1997).

Earnings (Loss) Per Share. Basic loss per share for 1998 ~der U.S. OAAP was $ 7.\ 8 per
share ($6.37 per share under Israeli GMP) after restatement, as explained in note lq to Note. to the
Consolidated Financial Statements, as comparoQ to basic earnings per share ofSI.S6 per share (SI.50 per
share under Isrvli OAAP) in 1997. Diluted loss per share after restatement for 1998 was $7. IS per share
($6.37 pershare under Israeli GAAP) as compared to diluted eamiogs per share of$\.51 per share ($\.47'
under Israeli GAAP) io 1997. Ifre.tructuring <harses, write oITs as.ociated with restructuring and
expenses related to acquired research and developmenthad not been included in the our results, basic
earnings per share for 1998 would bave been $2.24 par .hare and diluted earnings per share for 1998 under
U.S. OAAP would have been $2.14 per share.

Variability of Quarterly Operating Results

Our revenues and profitability may vary from quarter to quarter and in any given year, depending
primarily on the sales mix ofour family ofproducts and the mix of the various components of the products
(I.e., the volume of sales ofremote terminals Versus hub equipment and software and add-on
enhancements), ..Ie prices, and production costs, as welt as entry into new service contracts, the
tennination of existing 'Service contra'CtS. or different ptofitabHity levels. between different service
con_IS. Sales of the Skystar Advantage and FaraWay products io a eustomertypicalty consist of
numerous remote terminals and related hub equipment and software, which carry different sales prices and
margins.

Annual and quarterly fluctuations in our results ofoperations may be caused by tne timing and
composition of orders by our customers. Our future results al.o may be affected by a number of factors
including our ability to continue to develop. introduce and deliver enhanced products On a timely basis and
expand into new product offerings at competitive prices, to anticipate effectively customer demands, and to
manage future inventory levels in line with anticipated demand. These results may also be affected by
currency exchange rate fluctuations and economic conditions in the geosraphical areas in which we
operate. In addition, Our reVenues may vary .ignificantly from quarter to qullrter lIS a re.ult of, among other
factors, the timing ofnew product announc,ements and ~Ieases by us and our competitors. We cannot be
sure that the growth in revenues, gross profit and Del income achieved by us In prior quarters wlU continue
or thatrevenues, gross profit and net income in any particular qullrter will not be lower thaD those ofthe'
preceding qUll\ters, inotuditlg com\iiihtble qUarters. OUt oxptose levels &to based, in part, 'On t1<peClBllons

..~ to t\ature rey~ues.lfreVeilue:s ar~.~low ~~peCja1ions, o~g .;es~~ts.~Jl}(elY to~bi-B:dver'sely" .:-- - - -:-~ _.
affected. As a resul~ we believe that period-to-period comparisons ofour results of operations are not
necessarily meaningful and should not be relied ~pon as indications of future performance. Due to all of
the foregoing faotors, it is likel)' thal in sOme future quarters our revenues or operating results will be

. below tho expectation. of publlcm!l'ket analysts or investors. In such event, the market price ofour
ordinary shar.. would likely be materially adversely affected.
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Liquidity and Capital Re.ourcu

Since inception, our financing requirement! have been met primarily through cash generated by
operations, funds generated by private equity investm.nts in 1990 and 1991, our public offerings in 1993
(approxillllltely 524.$ million) 1995 (approximately 531.5 million). and 1999 (approximately 254.5
million), and our issuance ofconv.rtibl. suborllinated notes in 1991 (approximately 511.8 million) and
2000 (approximately $338.8 million), .. weU .. funding from research and development grants. 10
addition, we also financed our operations through borrowings under avaUabl. credit faciliti.s .. discussed
below. We intend to meet our antieipated increases in capital expenditures and working capital
r.quirements with cash-on-hand.

We have usad available funds prinwily for working capital. In 1999, funds were used to increase
trade receivabl.s by approximately $40.0 million, other receivableS bY approximately 579.5 million,
accrued e.penses decreased by approxlmat.ly $6.8 million, and approximately $16.2 million were usad to
decrease short teno bank credit Funds were also used to incr.... investment in companies by
approximately SI1.9 million and prop.rty, plant and equipment by approximately S92.0 million in 1999.
This increase in property, pllUlt and equipment represents a. portion ofoW' investment in our new facility in
Petah Tlkv.. Isra.I, as w.n .. additional purchases of comput.r and electronic equipment and offic.
furniture and equipment Approximately 514.7 million was providad by an increase in trade payables,
approximately 513.0 million was provid.d by an incr.ase in other payables (including other long-term
Liabilities), and approximat.ly $13.9 million was providad by a d.cr.... in jnv.ntories. Th. decrease in
inv.ntories was due to migration from Clearlink to Skystar Advantag•.

As of December 31, 1999, we bad approximately $94.9 million in cash, cash equivalents and
sbort-term bank deposits and approximately 550.0 mil,lion of,long-term bank deposits, compared to
approximately 57.6 million in cash, casb equivalents and short-term bank deposits and approxim.tely
$40.7 million of long-t.rm bank deposits as ofDecember 31, 1998. Our ratio of shareholders' equity to
total assets as of December 31. 1999. increased to 73.6% from 5S.5%. aftcrrestatcmcn1. AS explained in
no.t.-.l q of Notes to.th. CoUSolillated fiDMl~ial Statem.nts, as of Oec'mber ,31, 1998.

As ofD.cember 31, 1999, webad a bank line ofcredit of approximat.ly $10 million with I,.raeL
Discount Bank Ltd. (an affiliate of one of our major shareholders), under which approximately $4.6 million
of shorHerm debt was oU1standing as of that date. We also hrad a bank line of credit of approximately $24
million with Bank Leumi La Israel B.M., und.r whicb approximat.ly $2.3 million of short-term debt was
outstanding .. of December 31, 1999. The short-term bank credits are secured bY a negative pledge
prohibiting us from s.lIing or oth.rwise transferring any ass.ts .xc.pt In the ordinary course ofbu~iness,

from placing a li.n on our a".ts without the bank's consent and from declaring dividends to our
sbareholders.

In 1998, funds w.re us.d to lncreas.inventories by approximately 51.5 million and trade
recalvobl.s by opproximat.ly $35.2 million. The incr""i. in inv.ntori.s in 1998 represented Increased
compon.nt purchas.s to meet high.r production l.v.l. and an incr.... in work-in-prote$s and finish.d
products, primarily relatad to customer orders planned for shipm.nt early in the following quarter
in~luding products n.ad.d for the migration from Clem:link to Skystar Advantage. Fund. were also used to
increase investments by approximat.ly 514.2 million (mcluding $8.5 million in loans to an associated
company and $2.7 million used in connection with deconsolidetion ofth. inv.stment in (lVT Antilles)
approximately $5.7 million Was used to decrease other payabl,s,and S15.8 million was used 10 increase

, property, plant and equipm.nt. Th~increas. in property, plant and equipment repr.sents a portion ofour
investment in our n'w r.cility in 'Petah Tlkv.. Israel, as w.1I as additional purcbases ofcomputer and
.Iectronlc .quipmenland office furniture and .quipment. Approximately $3.9 million was provided by an
incr.aseln trade payables, approximately S22.3 million afterrestat.m.n~ as explained in not.lq to Notes
to the Consolidated Financial Statem~t5J was provided by a decrease in other receivables and an increase
in accrued .xpenses, and approximat.ly $20.4 million was provided by short teno bank credit.
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In June 2000, we exercised our right to redeem our 6'h% convertible subordinated notes issued on
May 14, 1997 and d"" on June I, 2004. The Dotes w= redeemable in full at 102% ofthe principol

. amount plus acc:ued and unpaid Interest, setting the redemption price per $1,000 note at $1,020.72. All of
the note holders opted to convert their notes into Gibit's ordinal)' shares prior to the redemption date. See
note 8 ofNOles to the Consolidated ~inancial Statements.

The convertible subordinated notes that were issued in February 2000 represent unsecured generol
. obligations, are subordinate in right of payment to certain of our obligations, and are convertible into our

ardinat)' shares. The notea bear intcrest at an aMull rate of4.~% and wiU mature on March 15,2005,
unleas:

redeemed by us on or after March 18,2003;

repurchased by us at the option of the holders upon the Occurrence ofcertain designated
events; or

converted into our ordinO!)' shares at the option ofthe holders at a conversion price of
$186.18 per ordinary share.

The notes do not impose any financial covenants or any restrictions on the payment of dividends,
the repurchase of securities or the incurrence ofSenior indebtedness or other indebtedness. See note 16 of
Notes to the Consolidated Financial Statements.

We expect that the principal USeS of our cash during 2000 wl1l be for worl<ing capila~ capital
expenditures and strategic investments. In addition, our uscs of cash will include the expansion of our
manufacturing, testing. quality control, delivery and service capabilities in Israel, expansion ofour
international marketing l.ctivitics l research and deve1Qpment, :and additional capital investment for our
service-based offerings.

Acquisition ofSpaeeoet

On December 31, 1998, we completed the acquisition of Spacene~ a company engaged in
providing VSAT·based network services and prior to the acquisition, a wholly-owned subsidiary of GE
Ameri<:om. The transaction was completed pursuant to an Agreement and Plan of Merger entered into on·
September 25, 1998, between Gilat, GE Americom, and Spatenet. We acquired Spacenet from GE
AmeMcom in exchange for 5 mlllion shares of newly issued Gilat ordinary shares. The acquisition was
structured as a merger intended to qualify as a "tax-free" rcorgElllization. See "Item 13: Interest of
Management in Certain Transactlons-Morger-Related Agreements-The Tax Matters Agreement." As
part of the acquisition. we entered into several significant agreements with GE. See"ltcm 13: Inrerest of
Management in Certain Transactions-Merger-Rebited Agreements."

In·Proc... Researcb and Development.

A major value-cnhancing asset acquired in the Spacenet acquisition w'" the technology developed
by Spacone! as part ofits planned new Turbosat product. At thal time, we planned to utilize the Turbosat
technology in a new pmduct.

,/
As part ofthe process ofanalyzing the purchase ofSpacenet, management made a decision to buy

technology that had not yet been commercialized rather than develop the technology internally. Our .
management b"'ed this decision on factors such as tlte amount oftime it would take to bring the
technology to market and the quality.oCthe SpaCenet research and development effort. We also considered
our own resource allocation and our progress on comparable tecllDology. Our management expects to use
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the same decision proce.. in the future. Th. allocation to in-proe... research and d.velopm.nt 0($80
million represents the estimated fair value using the methodology described under "Valuation
Assumptions" below.

At the tim. of1lle ocquisition, the Turbosattec:hnology, though not yet fully dev.loped, was
intended to incr.... throughput, expand product features to serve additional application, and reduce cost.
The technology was also expected to accommodate change. in customer's performance and epplicalion
requirements thIOugh its ability to be upgraded to a satellite multimedia platform or a terrestrial router.
One ofthe most Important features of the acquired Turbo.at technology is that itenabl.. a wide range of
flexibility through the application of spread spectrum and COMA technologies as the satellite access
method. Other diSlinguishing features are its advanced level capability for data, audio and video
broadcasting.

At the time of the acquisition, we expected the full software feature to be complete in late tirS!
quarter 1999 and a fully integrated Turbosatto be ready for release by June 1999, at which tim. we
expected to begin generating economic benefns from the value ofthe completed deve10pment associated
with the in-process research and development At that time, we also expected thal if successfully
completed, tho new. prOduct incorporating the Turoosat feature set would be marketed by us under the
Skystar Advantage trademllll< while maintaining backward compatibility.

In 1999, the research and development ofTurbosalteehnology progressed, with most of
Turbo",t', improved functionality and feature, completed and the technology being integrated (other than
COMA) into a new product platform, Skystar Advantage TG (Turbo Generation), which is now our maio
Skystar Advantage platform and is being Implemented for the USPS network and other networks.

Prior to the acquisition, Spacenet had incurred apprOXimately $20 million in Turbosat
development-related costs. At the acquisition date, costs to complete the research and development efforts
related to Turbosat were expected to be approximately $6 million. ]n 1999 our gross research and
development expenses were approximately $27 million, which included expenses related to integration of
the Turbosat technology into the Skyslar Advantage platform. We have not completed researoh and .
development ofthe Turbosat COMA technology, although We continue tn consider potential integration of
this technolngy in our VSAT products and for which we are directing research and developmentac!lvities
over the next 12 months.

Valuation AssumptionS

In connection with the Spacenet acquisition in 1998, we estimated the fair value of in-process
research and development using an income approaeh. This involved estimating the present vatue of the
estimated after-laX cash flows expected to be generated by the purchased in-process research and
deve)opmen4 using risk adjusted discount rates and revenue forecasts as appropriate. Product revenues
attributable to the Turboset technology were estimated to be SI I8 million in 1999 and to grow therea""r
through the end of the product's life in 2005 as new product technologies are expected to be introduced by
us. Product revenue growth was expected to decrease gradually from 42% in 2001 to 15% in 2003 and
6.9% in 2OOS. Service revenueS and lease payments were expected to continue ala declining rate through
the year 2011. Revenues were estimated based on relevant mark.t size and growth factors, expected
industry trends, individual product sales cycles, ll1aintenance and service life and the estimate life ofthe
product's underlying technology. Product costs included hardware, inS1allation, 'pace segment fees, and
maintenance costs. &limated opera!ing expenseo included cost ofgoods snld, selling, general and

. administrative .xpenses and enginee'ring expenses. The estimates were consistent with historical pricing.
margins and expense levels for our other products.' .

The selection of the discount rate was based on consideratiDn ofa weighted average cost of
capital, as well as othef factors including the technology's us.fulUfe, profitability level, uncertainty of
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~dvances, and ,tage of completion. A risk adjusted di,count rate of 40% was utilized to discount projected
cash flows.

Only a proportional value consistent with the technology's already completed development effort
was considered in-process resean:b and develop~t for financial reporting purposes. Value usociated
wiili the technology's remaining development effort was not included in the valuation. We further
believed that the estimated in process research and development amount determined represented fair value
and did not exceed the amount a third party would pay for lhe project.

We allocated anticipated cash flows from an in-process research and development project to
reflect contributions ofthe core infi'astructure technology. At the date of acquisition, the Turbosat
technology for which a value had heen assigned to in-process research and development efforts ·had not yet
reached technological feasibility and had no altemative fUture uses. Accordingly, the value allocated to
this R&D project was capitalized and immediately expensed at acquisition. If the project is not wholly
succes,ful OT not fully completed in a timely fa'hion, management's product pricing and growth rates may
not be achieved and we would not realize the tinancial benefits expected from the project at the time ofthe
acquisition.

I
Based on an indepandent eppraiser's report obtained by management, on December 3I, 1998, we

recorded a charge ofS80 million for the write-off of acqUired In-process research and development
associated with the Space.net acql,Jisition. In-process research and developm.ent expenses arise from new
product development projects that are in various stages of completion at ilie acquired enterprise at the date
ef acquisition.

Impact ofInf1ation and Curreney Fluctuations

Almost all ofour sales and service contracts are in dollars and most ofour expenses are in dollors
and NIS. The doUar cost of our opertltions in Israel is influenced by the extent to which any increase in the
rate of inflation in Israel is not offset (or is offset on a lagging basis) hy a devaluation of the NIS in relation
to the dollar. The Influence on the dollar co,t of our operations in Israel relates primarily to the cost of

.•alaries in Israel, which are paid in NIS and constituie a substantial portion ofour expenses in NIS. During
1999, the rate of inflation in Israel was 1.3% while the value of the dollar again.t the NIS decreased by
0.17%. During 1997 and 1998 the 11lte of devaluation ofthe NIS ageinst the dollar exceeded the inflation
rate in Israel. In 1997 the rate of inflation was 7.0% and the rate of devaluation was 8.8%. In 1998 the rate
of inflation was 8.6% and the rate of devaluation was 17.6%. In earlier years, there was a reversed trend
when the inflation rate exceeded the rate ofdevaluation ofilie NIS against the dollar. For example, during
1995 the rate of inflation in Israel was 8.I%and during 1996 the rate of inflation was 10.6%, while the NJS
was devalued against the dollar by 3.9% in 1995 and by 3.7% in 1996. Iffuture inflation in Israel exceeds
the devaluation ofthe NIS against the dollar Or if the timing of such devaluation lags behind incr....' in
inflation in Israel, our results of operations may be materially adversely arcected.

In addition, we pay for the purchase of eertain components ofour products in Japanese yen. As a
result, an.i~..e in ilie value ofthe Japanese yen ill comparison to the dollar could increase the cost of
revenues. We have entered into a hedging agreement with our principal Japane.e supplier in an effort to
reduce the effects of fluctuations in the exchange ride l although there can be no assurance that such
agreement will effectively hedge our Japanese yen exposure.

Effective Corporate Ta. Rate

. Israeli companies are generally subject to income tax at the rate 006% of taxable income.
However, substantially all of our production facili1ies in Israel have been granted Approved Enterprise
slatu, under the Law for Encouragement ofCapitallnvestments, 1959, and consequently are eligible for
certain tax benefits for the first several years in which they generate taxable income. We currently have
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nine Approved Enterprises, and have applied for approval for a tenth enterprise. Income derived from the
nine Approved Enterprises is entitled to tax benefits for periods of7 years (in the case oftwo of the
enterprises) or 10 years (for the remaining seven enterprises), from the l1rst year in whieh we generate
income from the respective Approved Enterprise, on the basi. ofthe nature of the incentives selected by us.
The period ofreduced tax for the tenth enterprise, if approved, is expec:led to be 10 years, although the
terms of the approval may provide for a different period. The main tax benefits are a tax exemption for
two or four years and a reduced tax rate of 15% to 25% for the remainder ofthe benefits period depending
upon the level offoreign ownership of the company. As a result oflbese programs, our effective corporate
tax rate was 0% in 1993,2.1% in 1994,0% in 1995, 1.5% in 1996, 0.8% in 1997, and 10.9% in 1999. The
increase in 1999 Was due mainly to one time charges associated with the restructuring and losses in
subsidiaries for which no deferred income taxes wore recorded. In 1998 we had a loss due to restructuring
charges, write offs associated with restructuring and expenses related to acquired research and
development We anticipate that a substantial part of OUT income for 2000 will be tax-exempt, while the
balance will be taxed at rates ranging from 15% to 36%.

On May 4, 2000, a committee appointed by thelsneli Finance Minister known as 1I1e "Ben-Bassat
Committee" submitted its report on reform ofthe Israeli direct tax system (the "Report"). The Report
makes severaJ recommendations that if enacted into Jaw by the Israeli Parliament, may'have substantial tox
implications on us and on our sbareholders. The Israeli Government adopted the recommendations, with
the intention that the applicable Jegislation wiU be effective as ofIanuary 1,200 I. During the legislative
process, the recommendations contained in the Report may be subject to substantial changes.

The Report recommends increasing to 25% the corporate tax rate available under the Law for the
Enccuragement of Capital Investments, 1959, during certain portions ofthe Approved Enterprise benefits
period to companies owned in whole or in part by foreign investors. Currently depending on the
percentage offoreign ownership this rate can be as low as 10%, , and as high as 2S%, which is the
corpora1e tax rate available to the Approved Enterprises ofcompanies without any foreign ownership.
Fun:hermorc. the Report recommends revoking a current exemption available to income ofApproved
Enterprises that is not distributed as a casb dividend and, setting a corporate tax rate of 10% for profits
generated during certain portions ofthe Approved Enterprise benefits period.

Recently issued accounting pronouncements

In Iune 1998, the FASB issued FAS No. 133, "Accounting for Derivative Instruments and
Hedging Activities". FAS 133 established new accounting and reporting standards for derivatives and
hedging activities. FAS 133 requires companies to record derivatives on the balance sheet as assets or
liabilities, measured at fair value. Gains or losses resulting from changes in the values ofthose derivatives
would be accounted for depending on the use of the derivative sod whether it qualifies for hedge
accounting. FAS 133 is effectivefor calendar-year companies from January 1,2000. We are currently
evaluating the impact FAS 133 will have on our fmancial statements.

In December 1999, the United States Securities and Exchange Commission issued Staff
Accounting Bulletin No. IOI·uRevenue Rocognition in Financial Statements". SAB 101 summarizes the
SEC's Interpretation ofthe application cfGAAPto revenue reccgnition.

We are currently evaluating the impact that SAB 101 will hove on our fmancial slatements.

6S

PAGE bS OF nL PAGES
EXHIBIT !NDEX ON PAGE PI

FOR PUBLIC INSPECTION FCC2A000000234


